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5Health Care Industry Developments—2001/02
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your health
care industry audits. The knowledge delivered by this Alert assists
you in achieving a more robust understanding of the business and
economic environment your clients operate in. This Alert is an
important tool in helping you identify the significant risks that
may result in the material misstatement of your client’s financial
statements. Moreover, this Alert delivers information about
emerging practice issues, and current accounting, auditing, and
regulatory developments.
If you understand what is happening in the health care industry
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert assists you in making considerable strides in gaining that in-
dustry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2001/02 (product no. 022280kk). 
Economic and Industry Developments
Statement on Auditing Standards (SAS) No. 22, Planning and
Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311),
among other matters, provides guidance for auditors regarding
the specific procedures that should be considered in planning an
audit in accordance with generally accepted auditing standards
(GAAS). SAS No. 22 states that the auditor should obtain a
knowledge of matters that relate to the nature of the entity’s busi-
ness, its organization, and its operating characteristics, and con-
sider matters affecting the industry in which the entity operates,
including, among other matters, economic conditions as they re-
late to the specific audit. 
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Economic Developments
For a thorough discussion of the economic and business environ-
ment, see the AICPA general Audit Risk Alert—2001/02. Also,
readers should refer to the full text of the accounting and audit-
ing pronouncements that are discussed in this section of the
Alert.
The Weakened Economy
Health care organizations operated in 2001 in an atmosphere
where the economic news was mixed. As of the fourth quarter,
the U.S. economy was weak and the economic outlook uncer-
tain. Adding further uncertainty to that weak economic picture
were the ramifications of the September 11 attacks upon the
United States.
The downward slide of the Dow Jones Industrial Average (DJIA)
and the National Association of Securities Dealers Automated
Quotation (NASDAQ) composite that began in 2000 continued
through 2001. Also noteworthy is the fact that the Federal Re-
serve Board cut the federal funds rate on separate occasions dur-
ing the past year to 1.75 percent at December 11, 2001.
Employee Layoffs
Companies in many other industries, seeking to reduce costs dur-
ing the current economic downturn, have announced significant
employee layoffs. Even though some health care organizations
continue to use staffing cuts as a cost savings measure to improve
profitability, in 2001, the health care industry has not experi-
enced the significant employee layoffs seen in other industries.
Health care organizations that provide services to individuals in
those areas that are significantly affected by the layoffs in other
industries may, however, experience an increase in the numbers of
patients without insurance coverage. Auditors of affected health
care organizations may need to consider any impact of such in-
creases when auditing allowances for doubtful patient accounts
receivable.
6
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7Insurance Coverage
Health care organizations that are facing increasing premiums
from insurance companies may be reevaluating their professional
liability as well as their general insurance coverage, and opting to
increase deductibles and lower coverage limits in order to reduce
overall costs. When reviewing insurance coverage, including de-
ductible provisions, auditors should consider whether manage-
ment has appropriately considered changes such as increased
deductibles and lower coverage limits when considering contin-
gent liabilities and incurred but not reported accruals. 
Demand for Health Care Services
The demand for health care products and services, such as pre-
scription drugs and hospital services, remains strong as the baby
boomer segment of the U.S. population continues to age. A
number of hospitals, for example, are experiencing a rise in inpa-
tient admissions and outpatient procedures. During the past
decade, there has been a general shift in the delivery of health care
services from an inpatient basis to an outpatient basis, resulting
from evolving technology in surgical and other procedures, pres-
sures on health care providers to reduce the cost of health care,
and changes in reimbursement guidelines that include incentives
to provide patients with services on an outpatient basis. 
Health care consumers are being provided with expanded and
sometimes higher-costing alternatives to existing health care
products and services as a result of new technological and phar-
macological developments. 
Focus on New Regulations
A number of health care organizations will be focusing on ad-
dressing and implementing the requirements of the new prospec-
tive payment systems (PPS) rules from Medicare, and the
requirements of the Administrative Simplification provisions of
the Health Insurance Portability and Accountability Act of 1996
(HIPAA). See the related discussions, “The Health Insurance
Portability and Accountability Act of 1996,” and “Prospective
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Payment Systems” in the “Regulatory Developments” section of
this Alert, and “Implementing New Prospective Payment Systems
and the Health Insurance Portability and Accountability Act Re-
quirements” in the “Audit Issues and Developments” section of
this Alert for additional information. 
Health Care Issues in the Legislative Forefront
Through August 2001, health care issues such as patient rights
legislation and prescription drug coverage for senior citizens re-
ceived prominent attention from federal legislators. However, in
the aftermath of the attacks of September 11, legislators have
been focusing more on addressing issues associated with the war
against terrorism, including bioterrorism preparedness. 
Managed Care
During 2001, a number of Medicare program participants who
elected to enroll in Medicare health maintenance organizations
(HMOs) were affected by the decision of some managed care
companies to drop their coverage of Medicare plans in certain
areas of the United States. A number of Medicare HMOs have at-
tributed the growing gap between the increasing costs of coverage
and the reduced federal payments received as a result of the Bal-
anced Budget Act of 1997 (BBA) as the reason for this decision.
Other Medicare HMOs have reduced the benefits they provide to
certain participants.
The use of managed care organizations as a means of controlling
rapidly rising health care costs has begun to slow compared to the
previous decade. Health care consumers insured by managed care
organizations continue to ask for¾and in some instances have re-
ceived¾greater flexibility in choosing their physicians and access
to services, such as greater access to specialists. In addition, some
hospitals and other providers of health care services have success-
fully executed new contracts with managed care organizations
that provide for payments higher than those in previous con-
tracts.
8
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9Meanwhile, to offset increasing medical costs, a number of man-
aged care organizations have been increasing premiums. These
increased premiums have resulted in improved operating profits
for some managed care organizations. For other managed care or-
ganizations, whose premium increases have not kept pace with
rising medical costs, operating margins continue to deteriorate.
Premium Deficiencies
Chapter 13 in the Audit and Accounting Guide Health Care Or-
ganizations provides guidance on applying generally accepted ac-
counting principles (GAAP) to providers of prepaid health care
services for the accounting and reporting of health care costs,
contract losses (premium deficiencies), stop-loss insurance (rein-
surance), and contract acquisition costs. Paragraph 13.06 in the
Guide states that Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards No. 5, Accounting
for Contingencies, states that a loss should be accrued in financial
statements when it is probable that a loss has been incurred and
the amount of the loss can be reasonably estimated. Accordingly,
losses should be recognized when it is probable that expected fu-
ture health care costs and maintenance costs under a group of ex-
isting contracts will exceed anticipated future premiums and
stop-loss insurance recoveries on those contracts. The estimated
future health care costs and maintenance costs to be considered
in determining whether a loss has been incurred should include
fixed and variable, direct and allocable indirect costs.
Compliance With Debt Covenants
Health care organizations that are experiencing losses, or deterio-
ration in operating results or cash flows, may not be in compli-
ance with debt covenants, which could result in financial
penalties, remediation efforts, or the debt being callable. If the
health care organization is not in compliance with debt
covenants, the auditor should consider whether management has
appropriately disclosed any contingencies, or any other items that
may require disclosure.
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Risks and Uncertainties
Auditors should consider the extent to which changes in the
health care industry can result in any new risks or uncertainties
that would require management to make appropriate disclosure
in the financial statements in accordance with the requirements
of Statement of Position (SOP) 94-6, Disclosure of Certain Signif-
icant Risks and Uncertainties. SOP 94-6 states that the volatile
business and economic environment underscores a need for im-
proved disclosure about the significant risks and uncertainties
that face reporting entities. 
For additional discussions regarding consideration of the require-
ments of SOP 94-6, see “Fraud and Abuse in the Health Care In-
dustry” in the “Audit Issues and Developments” section of this
Alert. 
SOP 00-1, Auditing Health Care Third-Party Revenues and Related
Receivables, provides guidance to auditors regarding uncertainties
inherent in health care third-party revenue recognition. This
SOP discusses auditing matters to consider in testing third-party
revenues and related receivables, and provides guidance regarding
the sufficiency of evidential matter and reporting on financial
statements of health care entities exposed to material uncertain-
ties. 
Regulatory Developments1
This section of the Alert provides brief summaries of some of the
regulations issued since the writing of last year’s Alert that may af-
fect your clients in the health care industry. In addition to the
new regulations that are described in this section of the Alert, you
10
1. The brief summaries provided in this section of the Alert are for information pur-
poses only. Readers should refer to the full text of the regulations and regulatory
publications discussed in this section of the Alert. Auditors should also be alert for
amendments or updates to the topics discussed in this section of the Alert and for
other recent developments related to regulatory and IRS activities. The “Information
Sources” table at the end of this Alert provides a list of Internet resources, including
some Web sites that can provide information on regulatory and tax issues that may
affect health care organizations.
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should also consider any regulations issued in prior years that
may become effective in the current year. 
The Health Insurance Portability and Accountability Act of 1996
The Administrative Simplification provisions of the HIPAA were
enacted to improve the efficiency and effectiveness of the health
care system by standardizing electronic data interchange while
protecting the security and privacy of health care information,
and reducing the costs and administrative burdens of health care.
Standards for Privacy of Individually Identifiable Health
Information
In December 2000, the U.S. Department of Health and Human
Services (HHS) published a final rule with standards for privacy
of individually identifiable health information to address certain
HIPAA Administrative Simplification provisions. The final rule
applies to health plans, health care clearinghouses, and those
health care providers that conduct certain financial and adminis-
trative transactions electronically (covered entities). Among other
matters, under the final rule, a covered entity is required to adopt
written privacy procedures, train employees to understand the
privacy protections, designate a privacy officer, and establish a
process for patient inquiries and complaints. Covered entities
must get patient consent before sharing their health information
for routine disclosures, and specific patient consent for nonrou-
tine uses and most nonhealth care purposes. Patients can request
restrictions on the uses and disclosures of their information. All
types of personal health information created or held by covered
entities are covered by the final rule, including oral communica-
tions and paper records, as well as electronic records. Also, the
new HIPAA privacy rule’s “Business Associates” section includes
guidance for a covered entity’s responsibilities when engaging
others to perform essential functions or services for them. 
The HHS Office for Civil Rights (OCR) has implementation
and enforcement responsibility for this rule. There are both civil
and federal criminal penalties for covered entities that misuse per-
sonal health information.
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This rule took effect on April 14, 2001. Health plans other than
small plans, health care clearinghouses, and health care providers
who conduct certain financial and administrative transactions
electronically have until April 14, 2003, to comply. Small health
plans have until April 14, 2004, to comply. The final rule was
published in the December 28, 2000, Federal Register.
The HHS OCR issued guidance on the privacy rule in a ques-
tion-and-answer format in July 2001. Additional information on
the privacy rule and the implementation guidance is available on
the HHS Web site at www.hhs.gov. 
Standards for Electronic Transactions
As discussed in last year’s Alert, in August 2000 HHS issued a
final rule that establishes standard data content and formats for
submitting electronic claims and other administrative health
transactions, and that contains the requirements concerning the
use of these standards by private and government sector health
plans, health care clearinghouses, and certain health care
providers. Health plans, with the exception of small health plans,
health care clearinghouses, and health care providers that choose
to transmit their transactions in electronic form, have to comply
no later than October 16, 2002. Small health plans have until
October 16, 2003, to comply. The final rule was published in the
August 17, 2000, Federal Register.
See the related discussion “Implementing New Prospective Pay-
ment Systems and the Health Insurance Portability and Account-
ability Act Requirements” in the “Audit Issues and
Developments” section of this Alert.
Corporate Compliance
Compliance plans are voluntary for health care organizations un-
less imposed under a corporate integrity agreement (CIA) by the
HHS Office of Inspector General (OIG). The OIG has issued
compliance program guidance in previous years for: 
• Clinical laboratories
• Hospitals
12
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• Home health agencies
• Third-party medical billing companies
• Hospices
• The durable medical equipment, prosthetics, orthotics,
and supply industry
• Medicare+Choice organizations
• Nursing facilities
• Individual and small group physician practices
These programs are intended to help health care organizations
develop effective controls that promote adherence to applicable
federal and state laws and program requirements of federal, state,
and private health plans. You can get the full text of the OIG
compliance program guidance as well as information on any
guidance issued subsequent to the writing of this Alert on the
OIG Web site, www.oig.hhs.gov/. 
Physicians’ Referrals to Health Care Entities With Which They
Have Financial Relationships
The Centers for Medicare and Medicaid Services (CMS)2 pub-
lished a final rule entitled “Medicare and Medicaid Programs;
Physicians’ Referrals to Health Care Entities With Which They
Have Financial Relationships” in the January 4, 2001, Federal
Register. The rule is effective January 4, 2002. On December 3,
2001, CMS published in the December 3, 2001, Federal Register,
an interim final rule with comment period that delays for one
year, until January 6, 2003, the effective date of the last sentence
of Section 411.354(d)(1) of the final rule. 
The original self-referral legislation was passed in 1989 and ap-
plied to clinical laboratory services. In 1995 Congress extended
the law to 10 other services: 
• Physical therapy services
2. The Centers for Medicare and Medicaid Services was formerly the Health Care 
Financing Administration.
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• Occupational therapy services
• Radiology services and supplies
• Radiation therapy services and supplies
• Durable medical equipment and supplies
• Parenteral and enteral nutrients, equipment, and supplies
• Prosthetics, orthotics, and prosthetic devices and supplies
• Home health services
• Outpatient prescription drugs
• Inpatient and outpatient hospital services
The Health Care Financing Administration (HCFA) published a
final rule in 1995 interpreting the original physician self-referral
legislation for clinical laboratory services, and a proposed rule in
1998 to implement the expanded law. The final rule published in
January 2001 differs from the proposed rule published in 1998.
The CMS intends to issue another final rule to address provisions
of the proposed rule that are not addressed in the January 2001
final rule and to provide comments on the January 2001 rule.
Prospective Payment Systems
Inpatient Rehabilitation Facilities
CMS’s final rule for inpatient rehabilitation facility prospective
payment systems (PPS) was published in the August 7, 2001,
Federal Register. The inpatient rehabilitation facility PPS replaces
an existing cost-based payment system. Among the principal fea-
tures of this PPS, rehabilitation facilities would be paid on a per-
discharge basis, similar to acute care hospitals. This PPS rule
takes effect for inpatient rehabilitation facilities with cost report-
ing periods beginning on January 1, 2002.
Inpatient rehabilitation facilities can elect how they will transi-
tion into the PPS over a one-year period, either by being paid
based on a blended rate, consisting of a mix of the rates paid
under the old and new systems, or at full PPS rates. 
14
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Outpatient Services
As discussed in last year’s Alert, final PPS rules for outpatient ser-
vices were published in the April 7, 2000, Federal Register.
Medicare claims received by the HCFA for outpatient services
provided on or after August 1, 2000, are paid under PPS rules,
which use ambulatory payment classification (APC) groups to
classify outpatient services. A payment rate is established for each
APC. Payments for outpatient services by Medicare will be made
at set amounts, rather than on the basis of how much was spent
to care for the patient. The final rules also make changes to bene-
ficiary co-payment provisions. 
Home Health Care
Also, as discussed in last year’s Alert, final PPS rules for home
health care agencies were published in the April 7, 2000, Federal
Register, to replace the retrospective reasonable-cost-based system.
Under the home health care PPS rules, as of October 1, 2000,
Medicare began paying home health care agencies for 60-day
episodes of care. For each episode of care, the home health care
agency receives the national payment rate, adjusted for area wage
differences. Outlier payments are made for beneficiaries whose
resource needs are unusually large. Cost reports continue to be
used to settle some reimbursement issues and will impact future
rates. 
See the related discussion “Implementing New Prospective Pay-
ment Systems and the Health Insurance Portability and Account-
ability Act Requirements” in the “Audit Issues and
Developments” section of this Alert.
Single Audit Guidance Update
The Office of Management and Budget (OMB) Circular A-133,
Compliance Supplement (the Supplement), is based on the re-
quirements of the Single Audit Act Amendments of 1996 (the
Act) and Circular A-133, Audits of States, Local Governments, and
Non-Profit Organizations (Circular A-133), which provide for the
issuance of a compliance supplement to assist auditors in plan-
ning and performing the required audits. The Supplement iden-
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tifies existing compliance requirements that the federal govern-
ment expects to be considered as part of an audit in accordance
with the Act and Circular A-133.
Keeping its commitment to update the Supplement on a regular
basis and to continue to expand the number of programs it in-
cludes, the OMB has issued its March 2001 Supplement. For the
156 federal programs in the 2001 Supplement, information is in-
cluded to help you understand the programs’ objectives, proce-
dures, and compliance requirements. Part 7 of the Supplement,
“Guidance for Auditing Programs Not Included in This Compli-
ance Supplement,” provides guidance to help you determine rele-
vant compliance requirements, audit objectives, and suggested
audit procedures for programs not included in the Supplement.
The 2001 Supplement adds 16 federal programs (some of which
result in new, or add to existing, program clusters) and updates
and revises the information on numerous previously included
programs and program clusters. The 2001 Supplement is effec-
tive for audits of fiscal years beginning after June 30, 2000. Ap-
pendix V of the Supplement lists changes from the 2000
Supplement.
You may purchase the 2001 Supplement from the Government
Printing Office or download a free electronic copy from the
OMB Web site at www.whitehouse.gov/OMB/grants.
Internal Revenue Service Developments
Intermediate Sanction Regulations
On January 10, 2001, the IRS issued temporary regulations in-
terpreting the benefit limitation provisions of Internal Revenue
Code (IRC) section 4958. The new regulations were issued in
temporary form because of the number of changes incorporated.
Although temporary, they have the same force and effect as final
regulations for up to three years. They cover all provisions of sec-
tion 4958 applicable to the various benefits exempt organization
officials receive. 
The regulations only apply to certain applicable IRC section
501(c)(3) and 501(c)(4) organizations. An applicable tax-exempt
16
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organization is a section 501(c)(3) or a section 501(c)(4) that is
tax-exempt under IRC section 501(a), or was such an organiza-
tion at any time during a five-year period ending on the day of
the excess benefit transaction. A brief summary is presented
below.
Who Is Covered by the Regulations. Only the few influential per-
sons within these organizations are covered by the regulations
when they receive benefits such as compensation, fringe benefits,
or contract payments. The IRS calls this class of covered individ-
uals “disqualified persons.” Other persons can also be considered
disqualified persons, depending on all relevant facts and circum-
stances. Practitioners should refer to the regulations for the facts
and circumstances tending to show substantial influence and
those that do not.
Excess Benefit Transactions. Section 4958 only applies to excess
benefit transactions of disqualified persons. Fair market value de-
termines whether the tax-exempt organization provides an excess
benefit to a disqualified person. An excess benefit transaction is a
transaction in which an economic benefit is provided by an ap-
plicable tax-exempt organization, directly or indirectly, to or for
the use of any disqualified person, and the value of the economic
benefit provided by the organization exceeds the value of the con-
sideration (including the performance of the services) received for
providing such benefit.
Benefits That Are Not Excessive. Compensation provided by tax-
exempts is not excessive if reasonable. Reasonable compensation
is the value that would ordinarily be paid for like services by like
enterprises under like circumstances. This is the IRC section 162
standard that will apply in determining the reasonableness of
compensation. 
Written Intent Required to Treat Benefits as Compensation. An
economic benefit is not treated as consideration for the perfor-
mance of services unless the organization providing the benefit
clearly indicates its intent to treat the benefit as compensation
when the benefit is paid. An applicable tax-exempt organization
(or entity that it controls) is treated as clearly indicating its intent
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to provide an economic benefit as compensation for services only
if the organization provides written substantiation that is con-
temporaneous with the transfer of the economic benefits under
consideration. Ways to provide contemporaneous written sub-
stantiation of intent to provide an economic benefit as compen-
sation are included in the regulations. 
Special Exception for Initial Contracts. Section 4958 does not
apply to any fixed payment made to a person pursuant to an ini-
tial contract. This is a very important exception, since it would
potentially apply, for example, to all initial contracts with new,
previously unrelated officers and contractors. 
Rebuttable Presumption of Reasonableness. Tax-exempts can cre-
ate a rebuttable presumption of reasonableness under the new
regulations in the form of a step-by-step procedure.
Excise Taxes. An excise tax equal to 25 percent of the excess bene-
fit is imposed on each excess benefit transaction between an ap-
plicable tax-exempt organization and a disqualified person. The
disqualified person who benefited from the transaction is liable
for the tax. If the 25 percent tax is imposed and the excess benefit
transaction is not corrected within the taxable period, an addi-
tional excise tax equal to 200 percent of the excess benefit is im-
posed. The taxable period begins on the date the transaction
occurs and ends on the earlier of the date the statutory notice of
deficiency is issued or the section 4958 taxes are assessed. This
200 percent tax may be abated if the excess benefit transaction
subsequently is corrected during a 90-day correction period. 
An excise tax equal to 10 percent of the excess benefit may be im-
posed on the participation of an organization manager in an ex-
cess benefit transaction between an applicable tax-exempt
organization and a disqualified person. This tax, which may not
exceed $10,000 with respect to any single transaction, is only im-
posed if the 25 percent tax is imposed on the disqualified person,
the organization manager knowingly participated in the transac-
tion, and the manager’s participation was willful and not due to
reasonable cause. There is also joint and several liability for this
tax. A person may be liable for both tax paid by the disqualified
18
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person and this organization manager tax in appropriate circum-
stances. 
For further explanation, practitioners should refer to the thor-
ough “Explanation of Provisions” that precedes the text of the
regulations in the official published version. A summary of the
regulations is also available on the IRS Web site at
www.irs.gov/bus_info/eo/interest.html. 
IRS Continuing Professional Education Articles
The IRS Exempt Organization Division publishes annually a se-
ries of articles of interest to tax-exempt organizations known cur-
rently as Exempt Organizations Continuing Professional Education
Technical Instruction Program (CPE Text) for its employees.
The material in the CPE Text is designed specifically for training
purposes only. Although not to be used or cited as authority for
setting or sustaining a technical position, the CPE Text can pro-
vide auditors with insight into the IRS’s views on current issues
that may affect not-for-profit health care organizations. The CPE
Text includes chapters on specific issues, as well as a current 
developments section with a synopsis of the current develop-
ments concerning exempt organizations. Additional information
on the CPE Text is available on the IRS Web site at www.irs.us-
treas.gov/prod/bus_info/eo/cpe.html. 
Tax Exempt and Governmental Entities Division
As part of its modernization plan, the IRS created the Tax Ex-
empt and Government Entities Division (TE/GE Division). The
TE/GE Division has three separate segments to deal separately
with exempt organizations, governmental entities, and employee
plans. The TE/GE Division addresses key customer needs by pro-
viding the following services:
• Education and communication efforts, which focus on
helping customers understand their tax responsibilities
with outreach programs and activities tailored to their spe-
cific needs.
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• Rulings and agreements efforts, which have a strong em-
phasis on up-front compliance programs such as the deter-
mination, voluntary compliance, and private letter ruling
programs.
• Examination initiatives, which identify and address non-
compliance through customized activities within each cus-
tomer segment.
• Customer account services, which coordinates tax filings
and responses to questions and requests for information.
The IRS continues to develop the structure of its TE/GE Divi-
sion and a customer-friendly Web site at www.irs.gov. That Web
site provides contact information for the leadership of the TE/GE
Division and currently has a separate page to serve the customers
of the Exempt Organizations segment of the Division. 
Audit Issues and Developments3
Implementing New Prospective Payment Systems and the Health
Insurance Portability and Accountability Act Requirements
As discussed in the “Economic and Industry Developments” sec-
tion of this Alert, a number of health care organizations will be
focusing on addressing and implementing the requirements of
new PPS rules, and the requirements of the Administrative Sim-
plification provisions of HIPAA. See the related discussions
“Prospective Payment Systems” and “The Health Insurance
Portability and Accountability Act of 1996” in the “Regulatory
Developments” section of this Alert. 
Implementing New PPS Rules
Payments to health care organizations from Medicare continue in
2001 to be affected by new PPS rules. Following the PPS rules
that went into effect in 2000 for outpatient services and home
health agencies, new rules for inpatient rehabilitation facility PPS
were issued in 2001. 
20
3. Readers should refer to the full text of the auditing standards and other pronounce-
ments that are discussed in this section of the Alert.
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New PPS rules may have a significant impact on affected health
care organizations. Health care organizations may need to imple-
ment new computer systems or make significant modifications to
existing systems. These changes to computer systems may be tak-
ing place at the same time that the organization is addressing
other new regulatory requirements, such as HIPAA Administra-
tive Simplification rules. In addition, some health care organiza-
tions may choose to eliminate programs and services in
anticipation of possible adverse financial effects of the new PPS
rules.
Auditors of health care organizations that will be affected by new
PPS rules may want to consider whether these changes in pay-
ment regulations create any incentive for clients to look for inap-
propriate methods of maximizing income, and whether
management has adopted appropriate revenue recognition poli-
cies. Auditors need to pay attention to warning signals that may
indicate increased audit risk with respect to revenue recognition
and respond with appropriate professional skepticism and addi-
tional audit procedures. For example, for some health care orga-
nization clients, the new PPS rules for home health care, which
took effect August 1, 2000, have led to confusion as to the appro-
priate accounting for the 60-day episode of care. In addition, the
software applications used by some health care organizations do
not have the capability to calculate the appropriate amount of
revenue to be recognized. 
A more detailed discussion of accounting and auditing considera-
tions on revenue recognition can be found in the general Audit
Risk Alert—2001/02. 
Auditors of health care organizations that will be affected by new
PPS rules may also need to consider the impact of these rules on
the comparability of financial information when performing ana-
lytical procedures on the financial statements of health care orga-
nizations. As an example, when performing analytical
procedures, auditors of health care organizations affected by PPS
rules may consider comparing recorded net revenue for a home
health agency to the number of episodes of care times the average
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payment rate. See the related discussion “Analytical Procedures”
in this section of the Alert. 
Health Insurance Portability and Accountability Act
Requirements
For health care organizations that are affected by the HIPAA Ad-
ministrative Simplification regulations, compliance may require a
multi-year effort with the potential for significant resource out-
lays, including major changes to existing processing systems.
Noncompliance with HIPAA Administrative Simplification reg-
ulations can subject affected health care organizations to mone-
tary penalties. Also, health care organizations that are unable to
comply with the HIPAA Administrative Simplification regula-
tions for privacy of individually identifiable health information
and standards for electronic transactions by the required dead-
lines may also experience cash flow problems, in that beginning
in October 2002, claims submitted electronically by affected
health care organizations that are not in the format required by
HIPAA will be rejected by third-party payers.
Going-Concern Issues
Auditors should consider the health care organization client’s
preparations for compliance with the HIPAA Administrative
Simplification regulations, and be alert for conditions or events
which, when considered in the aggregate, indicate there could be
substantial doubt about the client’s ability to continue as a going
concern for a reasonable period of time not to exceed one year be-
yond the date of the financial statements being audited. The sig-
nificance of such conditions and events will depend on the
circumstances, and some may have significance only when
viewed in conjunction with others. 
SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern (AICPA, Professional Standards, vol.
1, AU sec. 341), provides examples of such conditions and
events.4 The examples include:
22
4. Statement on Auditing Standards (SAS) No. 96, Audit Documentation (AICPA, 
Professional Standards, vol. 1, AU sec. 150), adds a documentation requirement to
SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341). SAS No. 96 is effective
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• Negative trends (for example, recurring operating losses,
working capital deficiencies, negative cash flows from op-
erating activities, and adverse key financial ratios).
• Other indications of possible financial difficulties (exam-
ples include the need to seek new sources or methods of fi-
nancing or to dispose of substantial assets).
• Internal matters (examples include the need to signifi-
cantly revise operations).
• External matters that have occurred (examples include
legal proceedings, legislation, or similar matters that might
jeopardize an entity’s ability to operate).
SAS No. 59, among other matters, provides guidance to the audi-
tor in conducting an audit of financial statements in accordance
with GAAS with respect to evaluating whether there is substantial
doubt about the entity’s ability to continue as a going concern.
Continuation of an entity as a going concern is assumed in finan-
cial reporting in the absence of significant information to the
contrary. Ordinarily, information that significantly contradicts
the going-concern assumption relates to the entity’s inability to
continue to meet its obligations as they become due without sub-
stantial disposition of assets outside the ordinary course of busi-
ness, restructuring of debt, externally forced revisions of its
operations, or similar actions.
New Systems and System Changes
Health care organizations may have implemented, and may be
continuing to implement, system changes necessary to accommo-
date these regulatory requirements. Auditors should be alert for
risks relevant to financial reporting that can arise or change due,
for example, to new systems or system changes. SAS No. 55, Con-
sideration of Internal Control in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 319), as amended,
provides guidance on the independent auditor’s consideration of
for audits of financial statements for periods beginning on or after May 15, 2002.
Earlier application is permitted. See the discussion “SAS No. 96, Audit Documenta-
tion” in the “New Auditing and Attestation Pronouncements” section of this Alert
for additional discussion of SAS No. 96.
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an entity’s internal control in an audit of financial statements in
accordance with GAAS. SAS No. 55, as amended, among other
matters, states that risks relevant to financial reporting include
external and internal events and circumstances that may occur
and adversely affect an entity’s ability to initiate, record, process,
and report financial data consistent with the assertions of man-
agement in the financial statements. Risks can arise or change
due to circumstances, such as, among other things, changes in the
regulatory or operating environment, and new or revamped in-
formation systems. 
Technical Practice Aid, Computer Systems Costs Associated With
HIPAA Compliance
The AICPA has published a technical practice aid that provides
nonauthoritative guidance on the accounting by health care orga-
nizations for costs associated with upgrading and improving
computer systems to comply with HIPAA. 
Fraud and Abuse in the Health Care Industry
Many health care organizations that are providers of services to
patients covered under Medicare or other federal health care pro-
grams have potential exposure to fines and penalties as a result of
laws and regulations governing the billing and cost-reporting
process. Allegations of violations of laws and government regula-
tions may concern violations of a wide variety of laws and regula-
tions. The “Regulatory Developments” section of this Alert
discusses some of the recent regulatory developments that may af-
fect health care organizations. 
In 2001, as in prior years, federal and state governments have
been aggressive in their efforts to eliminate fraud, waste, and
abuse in governmental health care programs. On the federal level,
these efforts include HHS OIG audits, investigations, inspec-
tions, and the issuance of guidance to the health care industry to
promote prevention. This guidance includes special fraud alerts
and bulletins, regulations that protect specified business practices
from being prosecuted under the anti-kickback statute, advisory
opinions, and voluntary compliance program guidance. For ex-
24
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ample, in June 2001 the OIG issued a special advisory bulletin,
Practices of Business Consultants. The bulletin is available on the
HHS Web site, www.hhs.gov.
Auditor’s Responsibilities Concerning Illegal Acts
Auditors of health care organizations should be aware of the re-
quirements of SAS No. 54, Illegal Acts by Clients (AICPA, Profes-
sional Standards, vol. 1, AU sec. 317). SAS No. 54 prescribes the
nature and extent of the consideration that the auditor should
give to the possibility of illegal acts by a client in audits of finan-
cial statements conducted in accordance with GAAS. The term
illegal acts refers to violations of laws or governmental regulations.
SAS No. 54 states, in part, that the auditor considers laws and
regulations that are generally recognized by auditors to have a di-
rect and material effect on the determination of financial state-
ment amounts. Entities may be affected by many other laws or
regulations relating more to an entity’s operating aspects than to
its financial and accounting aspects, and their financial statement
effect is indirect. Their indirect effect is normally the result of the
need to disclose a contingent liability because of the allegation or
determination of illegality. For example, patients may be ob-
tained based on illegal arrangements with physicians or other
providers. While the direct effects of the services rendered may be
recorded appropriately, their indirect effects, the possible contin-
gent liability for violating Medicare and Medicaid fraud and
abuse statutes, may not be appropriately disclosed.
SAS No. 54 also provides guidance on the auditor’s responsibili-
ties when a possible illegal act is detected. Determining whether a
particular act is illegal generally would be based on the advice of
an informed expert qualified to practice law or may have to await
final determination by a court of law. The auditor’s training, ex-
perience, and understanding of the client and the industry may
provide a basis for recognizing that some acts coming to the audi-
tor’s attention may be illegal. Whether an act is, in fact, illegal is a
determination that is normally beyond the auditor’s professional
competence.
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SAS No. 54 notes that even in the absence of evidence concern-
ing illegal acts, auditors should make certain inquiries of manage-
ment about such matters as the client’s policies relative to the
prevention of illegal acts, the use of directives issued by the client,
and periodic representations obtained by the client from manage-
ment at appropriate levels of authority concerning compliance
with laws and regulations. 
When an auditor concludes, based on information obtained and,
if necessary, consultation with legal counsel, that an illegal act has
or is likely to have occurred, the auditor should consider the ef-
fect on the financial statements as well as the implications for
other aspects of the audit. Chapter 2 of the Audit and Account-
ing Guide Health Care Organizations provides additional discus-
sion of the application of SAS No. 54 in audits of financial
statements of health care organizations.
Litigation, Claims, and Assessments
When considering procedures for identifying litigation, claims,
and assessments and for the financial accounting and reporting
for such matters when performing an audit in accordance with
GAAS, auditors should refer to the guidance set forth in SAS No.
12, Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and
Assessments (AICPA, Professional Standards, vol. 1, AU sec. 337).
SAS No. 12 provides guidance on the procedures an independent
auditor should consider for identifying litigation, claims, and as-
sessments and for satisfying the auditor as to the financial ac-
counting and reporting for such matters when performing an
audit in accordance with GAAS.
Representations from legal counsel are often key audit evidence.
The inability of an attorney to form an opinion on matters about
which he or she has been consulted may be indicative of an un-
certainty that should be disclosed in the financial statements in
accordance with FASB Statement No. 5, Accounting for Contin-
gencies, or SOP 94-6, Disclosure of Certain Significant Risks and
Uncertainties. If investigations of alleged illegal acts are currently
in process, or if claims have been threatened or asserted, addi-
tional disclosures may be required by FASB Statement No. 5. The
26
HealthCare_Organizations.qxd  1/24/2002  3:07 PM  Page 26
27
auditor considers management’s application of FASB Statement
No. 5 in evaluating the adequacy of accrual for or disclosure of
the potential effects of illegal acts (that is, fines and penalties) in
the financial statements of health care organizations. Auditors
also should consider whether, in view of the far-reaching nature
of alleged violations of laws and regulations in the health care in-
dustry, management has appropriately considered the disclosure
requirements of SOP 94-6.
SAS No. 58, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 508), as amended, states
that if the auditor concludes that a matter involving a risk or an
uncertainty is not adequately disclosed in the financial statements
in conformity with GAAP, the auditor should express a qualified
or an adverse opinion. Such judgments should be made in the
context of the financial statements taken as a whole and in light
of the surrounding circumstances. 
Engagement Letter and Representation Letter Considerations
Auditors should consider including language in the audit engage-
ment letter to clarify the auditor’s responsibilities with respect to
detecting fraud and abuse during a financial statement audit. SAS
No. 83, Establishing an Understanding With the Client (AICPA,
Professional Standards, vol. 1, AU sec. 310), as amended, provides
guidance to auditors about establishing an understanding with a
client regarding the services to be performed for each engage-
ment.
Pursuant to SAS No. 85, Management Representations (AICPA,
Professional Standards, vol. 1, AU sec. 333), as amended, auditors
ordinarily obtain written representations from management con-
cerning the absence of violations or possible violations of laws or
regulations whose effects should be considered for disclosure in
the financial statements or as a basis for recording a loss contin-
gency. 
Audit Committee Communications 
In addition, the auditor should discuss the auditor’s responsibili-
ties under GAAS for communications with members of the orga-
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nization’s audit committee or equivalent body. SAS No. 61, Com-
munication With Audit Committees (AICPA, Professional Stan-
dards, vol. 1, AU sec. 380), as amended, establishes a requirement
for the auditor to determine that certain matters related to the
conduct of an audit are communicated to those who have re-
sponsibility for oversight of the financial reporting process. SAS
No. 54 also provides guidance regarding communications with
audit committees. SAS No. 54 notes that the auditor should be
assured that the audit committee or others with equivalent au-
thority and responsibility are adequately informed with respect to
illegal acts that come to the auditor’s attention.
Fraud Risk Factors 
Auditors should consider whether any current health care indus-
try developments represent a fraud risk factor that should be con-
sidered in the assessment of the risk of material misstatement due
to fraud under SAS No. 82, Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec.
316). SAS No. 82 provides guidance to auditors in fulfilling their
responsibility to plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of mate-
rial misstatement, whether caused by error or fraud. SAS No. 82
includes examples of risk factors relating to misstatements arising
from fraudulent financial reporting. 
Help Desk—Further information on implementing SAS No.
82 is available in the AICPA publication, Considering Fraud in
a Financial Statement Audit: Practical Guidance for Applying
SAS No. 82 (product no. 008883kk). This Practice Aid pro-
vides an in-depth understanding of SAS No. 82, supplemented
by practice aids and examples including common fraud
schemes and expanded audit procedures; sample engagement
letters, representation letters, and workpaper documentation;
and industry-specific fraud risk factors and guidance for sev-
eral specialized industries, including health care organizations.
See the “Resource Central” section of this Audit Risk Alert for
information on ordering AICPA publications.
28
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Valuation and Impairment of Equity Investments
Taking into consideration the volatility in the equities markets
and the downturn in the equities markets that began in 2000 and
continued in 2001, auditors of health care organizations should
consider whether any declines in the values of their client’s invest-
ments in equity securities may be other than temporary. 
Auditors of investor-owned health care organizations should con-
sider the guidance in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities. FASB State-
ment No. 115 states that if the decline in fair value is judged to be
other than temporary, the cost basis of the individual security
shall be written down to fair value as a new cost basis and the
amount of the write-down shall be included in earnings (that is,
accounted for as a realized loss). The new cost basis shall not be
changed for subsequent recoveries in fair value. 
Appendix B of the FASB Special Report A Guide to Implementa-
tion of Statement 115 on Accounting for Certain Investments in
Debt and Equity Securities, “Questions and Answers,” provides
additional guidance on impairment of securities. Appendix B in-
cludes the Securities and Exchange Commission (SEC) Staff Ac-
counting Bulletin (SAB) No. 59, Accounting for Noncurrent
Marketable Equity Securities. SAB No. 59 provides examples of
factors that, individually or in combination, indicate that a de-
cline is other than temporary and that a write-down of the carry-
ing value is required. These factors are:
• The length of time and the extent to which the market
value has been less than cost. 
• The financial condition and near-term prospects of the is-
suer, including any specific events which may influence the
operations of the issuer such as changes in technology that
may impair the earnings potential of the investment or the
discontinuance of a segment of the business that may affect
the future earnings potential.
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• The intent and ability of the holder to retain its investment
in the issuer for a period of time sufficient to allow for any
anticipated recovery in market value.
Accounting Principles Board (APB) Opinion No. 18, The Equity
Method of Accounting for Investments in Common Stock, provides
that declines in the value of investments that are accounted for
using the equity method be recognized if the declines in value are
other than temporary.
Audit guidance for auditing investments is available in SAS No.
92, Auditing Derivative Instruments, Hedging Activities, and In-
vestments in Securities (AICPA, Professional Standards, vol. 1, AU
sec. 332), which is effective for audits of financial statements for
fiscal years ending on or after June 30, 2001, and in the Audit
Guide Auditing Derivative Instruments, Hedging Activities, and In-
vestments in Securities.
SAS No. 92 includes a discussion of impairment losses that states
that determinations of whether losses are other than temporary
often involve estimating the outcome of future events. Accord-
ingly, judgment is required in determining whether factors exist
that indicate that an impairment loss has been incurred at the end
of the reporting period. These judgments are based on subjective
as well as objective factors, including knowledge and experience
about past and current events and assumptions about future
events. The following are examples of such factors:
• Fair value is significantly below cost and:
— The decline is attributable to adverse conditions specif-
ically related to the security or to specific conditions in
an industry or in a geographic area.
— The decline has existed for an extended period of time.
— Management does not possess both the intent and the
ability to hold the security for a period of time suffi-
cient to allow for any anticipated recovery in fair value.
• The security has been downgraded by a rating agency.
• The financial condition of the issuer has deteriorated.
30
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• Dividends have been reduced or eliminated, or scheduled
interest payments have not been made.
• The entity recorded losses from the security subsequent to
the end of the reporting period.
See the discussion “Derivatives and Hedging Activities” in the
“Accounting Pronouncements and Guidance Update” section of
this Alert for more information about SAS No. 92 and the Audit
Guide.
If an event occurs (for example, further decline in fair value, or
ratings downgrade) subsequent to the balance sheet date but
prior to the issuance of the financial statements that would pro-
vide evidence the decline in fair value is other than temporary, the
health care organization client needs to determine whether the
event provides additional evidence with respect to conditions that
existed at the date of the balance sheet being reported on or the
event provides evidence with respect to conditions that did not
exist at the date of the balance sheet being reported on but arose
subsequent to that date. If the event provides additional evidence
with respect to the investment being other than temporarily im-
paired at the balance-sheet date, the financial statements should
be adjusted. If the event provides evidence that the investment
was not other than temporarily impaired at the date of the bal-
ance sheet being reported on but arose subsequent to that date,
the health care organization needs to consider whether the event
may be of such a nature that disclosure of the event is required to
keep the financial statements from being misleading.
2001 Audit and Accounting Guide Health Care Organizations
The 2001 edition of the Audit and Accounting Guide Health
Care Organizations, with conforming changes as of May 1, 2001
(product no. 012442kk), has been updated to reflect the issuance
of authoritative pronouncements. Among other matters, the
2001 edition of the Guide, including the illustrative financial
statements, has been updated for accounting standards, including
FASB Statement No. 136, Transfers of Assets to a Not-for-Profit
Organization or Charitable Trust That Raises or Holds Contribu-
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tions for Others; FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities;
and Governmental Accounting Standards Board (GASB) State-
ment No. 33, Accounting and Financial Reporting for Nonexchange
Transactions. The Guide has also been updated for recently issued
auditing standards. 
Analytical Procedures
SAS No. 56, Analytical Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 329), requires that analytical procedures be used
in the planning and overall review stages of the audit.5 Auditors
should be aware of the need to have analytical procedures per-
formed by staff with sufficient industry expertise to properly eval-
uate the results, particularly when analytical procedures are being
performed in lieu of other substantive procedures.
The AICPA has issued a new Audit Guide, Analytical Procedures,
to assist auditors in designing and performing analytical proce-
dures in financial statement audits conducted in accordance with
GAAS. The Audit Guide states that forming an expectation is the
most important phase of the analytical procedure process. Nu-
merous factors affect the amount of an account balance. Increas-
ing the number of factors considered in forming an expectation
of the account balance increases the precision of the expectation.
Such factors include:
• Significant events
• Accounting changes
• Business and industry factors
• Market and economic factors
• Management incentives
• Initial versus repeat engagement
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5. SAS No. 96 adds a documentation requirement to SAS No. 56, Analytical Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 329). SAS No. 96 is effective for au-
dits of financial statements for periods beginning on or after May 15, 2002. Earlier
application is permitted. See the discussion “SAS No. 96, Audit Documentation” in
the “New Auditing and Attestation Pronouncements” section of this Alert for addi-
tional discussion of SAS No. 96.
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The auditor needs to carefully consider the reliability of data used
to develop his or her expectations, taking into account, if neces-
sary, the results of other related procedures. Expectations formed
under stable economic conditions (for example, stable interest
rates) or stable environmental factors (for example, no regulatory
changes) tend to be more precise relative to an unstable economy
or environment. 
Auditors should consider various factors that could affect the pre-
cision of expected balances for analytical procedures. For exam-
ple, health care organizations, depending on whether they are
investor-owned, not-for-profit, or governmental entities, may be
affected by new accounting pronouncements. The “Accounting
Pronouncements and Guidance Update” section of this Alert
provides a summary of some of the accounting standards issued
since the writing of last year’s Alert. Other factors include any
health care industry practices, and whether any changes may have
occurred as a result of new regulations that may affect those prac-
tices. Health care organizations continue to be affected by regula-
tory changes, including new PPS rules and HHS Administrative
Simplification rules for privacy and standards for electronic
health care transactions. Implementing new regulations may,
among other things, result in cost increases in certain expense cat-
egories or changes to patient revenue streams. (See the related dis-
cussions “The Health Insurance Portability and Accountability
Act of 1996” and “Prospective Payment Systems” in the “Regula-
tory Developments” section of this Alert.) 
Consider the impact of other economic and industry develop-
ments. For example, depending on the composition of the health
care organization’s investment portfolio, income statement ac-
counts related to the investment portfolio may be affected by in-
terest rate changes and market volatility. Contribution levels may
also be affected if there are changes in giving patterns of contrib-
utors as a result of factors such as the weakened economy. The
impact on changes in managed care contracts on revenues and ex-
penses may also need to be considered.
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A Change of Auditors
Auditors of health care organizations may find themselves in ei-
ther the role of a predecessor or successor auditor. SAS No. 84,
Communications Between Predecessor and Successor Auditors
(AICPA, Professional Standards, vol. 1, AU sec. 315), as amended,
provides guidance on communications between predecessor and
successor auditors when a change of auditors is in process or has
taken place.
SAS No. 84, as amended, redefines the terms predecessor and suc-
cessor auditors. A predecessor auditor (the predecessor) is defined as
an auditor who:
1. Has reported on the most recent audited financial state-
ments or was engaged to perform but did not complete an
audit of the financial statements. 
2. Has resigned, declined to stand for reappointment, or been
notified that his or her services have been, or may be, ter-
minated.
A successor auditor (the successor) is defined as an auditor who is
considering accepting an engagement to audit financial state-
ments but has not communicated with the predecessor auditor, as
required by SAS No. 84, and to an auditor who has accepted such
an engagement.
SAS No. 84 cites as a necessary procedure on the part of the suc-
cessor, the inquiry of the predecessor. The successor, upon receiv-
ing permission from the prospective client, should make specific
and reasonable inquiries of the predecessor regarding matters that
will assist the successor in determining whether to accept the en-
gagement. Although the successor may consider making any rea-
sonable inquiry, SAS No. 84 requires that matters subject to
inquiry should include the following:
• Information that might bear on the integrity of manage-
ment
34
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• Disagreements with management as to accounting princi-
ples, auditing procedures, or other similarly significant
matters
• Communications to audit committees or others with
equivalent authority and responsibility regarding fraud, il-
legal acts by clients, and internal-control-related matters
• The predecessor’s understanding as to the reasons for the
change of auditors
The predecessor should respond promptly and fully to the suc-
cessor’s reasonable inquiries. If, due to unusual circumstances, the
predecessor decides to offer a limited response, this fact should be
clearly stated. The successor should consider the implications of a
limited response in deciding whether to accept the engagement.
SAS No. 84 also states that the successor should request the client
to authorize the predecessor to allow a review of his or her work-
ing papers. (An illustrative client consent and acknowledgement
letter documenting this authorization is included in SAS No. 84.)
The successor’s review of the predecessor’s working papers may
affect the nature, timing, and extent of the successor’s procedures
with respect to the opening balances and consistency of account-
ing principles. However, the work performed and the conclusions
reached are solely the responsibility of the successor. The prede-
cessor should ordinarily permit the successor to review his or her
working papers, but SAS No. 84 provides that the extent, if any,
to which a predecessor permits access to the working papers is a
matter of judgment.
SAS No. 84 also discusses audits of financial statements that have
been previously audited, as well as providing communications
guidance when possible misstatements are discovered in financial
statements reported on by a predecessor auditor. 
Common Engagement Deficiencies
This section lists some of the common deficiencies noted during
peer reviews of engagements subject to Government Auditing
Standards and not-for-profit organizations engagements. You
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should consider reviewing your firm policies and procedures to
see whether your engagements subject to Government Auditing
Standards or your not-for-profit health care organizations engage-
ments do not exhibit these deficiencies.
Common Deficiencies On Engagements Subject to
Government Auditing Standards
Common deficiencies noted are:
• Required reports for internal control or compliance are not
prepared.
• Failure to include proper Circular A-133 reports.
• Required compliance testing is not performed.
• Compliance and control tests, including sampling applica-
tions, are not adequately designed to support the reports
issued. 
• Inadequate or outdated reference material related to the
governmental engagements performed.
• The report on the financial statements does not refer to re-
ports on controls and compliance.
• Yellow Book continuing professional education require-
ments are not met. 
• Improper accounting for a particular fund. 
Common Deficiencies On Not-for-Profit Organizations
Engagements
Common deficiencies noted are:
• Failure to identify voluntary health and welfare organiza-
tions as such. 
• Incorrect classification of contributions as unrestricted,
temporarily restricted, or permanently restricted.
36
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• Failure to present a statement of cash flows, as required by
FASB Statement No. 117, Financial Statements of Not-for-
Profit Organizations.
• Inadequate audit procedures to support the statement of
functional expenses.
• Improper accounting for restricted funds.
• Inadequate format, titles, and presentation of financial
statements.
AICPA Single Audit Guidance 
The AICPA issued a new edition of its nonauthoritative Circular
A-133 Practice Aid, Auditing Recipients of Federal Awards: Practi-
cal Guidance for Applying OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. The Practice
Aid includes comprehensive analyses of, as well as the latest guid-
ance on, applying Circular A-133. It also includes reference ma-
terials, audit checklists, illustrative examples, and a case study
that will help auditors perform audits that comply with regula-
tions. Also, the AICPA’s unofficial frequently asked questions re-
garding Circular A-133 was updated for an inquiry received
related to audit follow-up. 
Help Desk—To order the new edition of the Practice Aid
(product no. 006670kk), contact the AICPA Member 
Satisfaction Center at (888) 777-7077. The document of 
unofficial frequently asked questions and answers regarding
Circular A-133 is on the AICPA Web site at www.aicpa.org/
belt/a133main.htm. In addition to that Q&A document, that
site has the illustrative auditor’s reports, schedule of expendi-
tures of federal awards, and schedule of findings and ques-
tioned costs from the appendixes of SOP 98-3, Audits of States,
Local Governments, and Not-for-Profit Organizations Receiving
Federal Awards. 
HealthCare_Organizations.qxd  1/24/2002  3:07 PM  Page 37
New Auditing and Attestation Pronouncements
Presented below is a list of auditing and attestation pronounce-
ments, guides, and other guidance issued since the publication of
last year’s Alert. The AICPA general Audit Risk Alert—2001/02
(product no. 022280kk) contains a summary explanation of 
certain of these issuances.6 For information on auditing and at-
testation standards issued subsequent to the writing of this 
Alert, please refer to the AICPA Web site at www.aicpa.org/mem-
bers/div/auditstd/technic.htm. You may also look for announce-
ments of newly issued standards in the CPA Letter, Journal of
Accountancy, and the electronic newsletter of the AICPA Audit-
ing Standards team, In Our Opinion. 
To obtain copies of AICPA standards and guides, contact the
Member Satisfaction Center at (888) 777-7077, or go online at
www.cpa2biz.com.
SAS No. 94 The Effect of Information Technology on the Auditor’s Consid-
eration of Internal Control in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 319)
SAS No. 95 Generally Accepted Auditing Standards (AICPA, Professional
Standards, vol. 1, AU secs. 312, 329, 339, and 341)  
SAS No. 96 Audit Documentation (AICPA, Professional Standards, vol.
1, AU sec. 150)
SOP 01-3 Performing Agreed-Upon Procedures Engagements That Ad-
dress Internal Control Over Derivative Transactions as Re-
quired by the New York State Insurance Law
SOP 01-4 Reporting Pursuant to the Association of Investment Manage-
ment and Research Performance Presentation Standards
Statement on Stand- Attestation Standards: Revision and Recodification (AICPA, 
ards for Attestation Professional Standards, vol. 2, AT secs. 101-701)
Engagements (SSAE) 
No. 10
Audit Guide Auditing Derivative Instruments, Hedging Activities, and In-
vestments in Securities
Audit Guide Auditing Revenue in Certain Industries
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6. SAS No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1, AU secs. 312, 329, 339, and 341), and SAS No. 96 were issued subsequent to
the writing of the general Audit Risk Alert—2001/02.
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Audit Guide Audit Sampling
Audit Guide Analytical Procedures
Audit Interpretation “The Use of Legal Interpretations as Evidential Matter to
No. 1 of SAS No. 73 Support Management’s Assertion That a Transfer of 
Financial Assets Has Met the Isolation Criterion in 
Paragraph 9(a) of Financial Accounting Standards Board 
No. 140”
Practice Alert 2001-1 Common Peer Review Recommendations
Practice Alert 2001-2 Audit Considerations in Times of Economic Uncertainty
Of the pronouncements, guides, and other guidance listed above,
those having particular significance to the health care industry are
briefly explained below. These summaries are for informational
purposes only and should not be relied upon as a substitute for a
complete reading of the applicable standard. 
SAS No. 95, Generally Accepted Auditing Standards
SAS No. 95, Generally Accepted Auditing Standards, (AICPA, Pro-
fessional Standards, vol. 1, AU sec. 150) supersedes “Generally Ac-
cepted Auditing Standards” of SAS No. 1, Codification of
Auditing Standards and Procedures, (AICPA, Professional Stan-
dards, vol. 1, AU sec. 150). SAS No. 95 is effective for audits of
financial statements for periods beginning on or after December
15, 2001. SAS No. 95:
• Includes the general, field work and reporting standards
(10 standards).
• Describes interpretive publications, and the auditor’s con-
sideration of interpretive publications in his or her audit.
• Describes other auditing publications and the auditor’s
consideration of other auditing publications.
SAS No. 96, Audit Documentation
SAS No. 96, Audit Documentation (AICPA, Professional Stan-
dards, vol. 1, AU secs. 312, 329, 339, and 341), supersedes SAS
No. 41, Working Papers (AICPA, Professional Standards, vol. 1,
AU sec. 339), and amends SAS No. 47, Audit Risk and Material-
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ity in Conducting an Audit (AICPA, Professional Standards, vol. 1,
AU sec. 312), SAS No. 56, Analytical Procedures, and SAS No.
59, The Auditor’s Consideration of an Entity’s Ability to Continue as
a Going Concern. 
SAS No. 96 is effective for audits of financial statements for peri-
ods beginning on or after May 15, 2002. Earlier application is
permitted.
Accounting Pronouncements and Guidance Update7
AICPA and FASB Pronouncements
Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
The AICPA general Audit Risk Alert — 2001/02 (product no.
022280kk) contains a summary explanation of certain of these is-
suances.8 For information on accounting standards issued subse-
quent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org, and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards
in the CPA Letter and Journal of Accountancy.
FASB Statement No. 141 Business Combinations
FASB Statement No. 142 Goodwill and Other Intangible Assets
FASB Statement No. 143 Accounting for Asset Retirement Obligations
FASB Statement No. 144 Accounting for the Impairment or Disposal of Long-
Lived Assets
FASB Technical Bulletin Effective Date for Certain Financial Institutions of 
No. 01-1 Certain Provisions of Statement 140 Related to the 
Isolation of Transferred Financial Assets
SOP 00-3 Accounting by Insurance Enterprises for Demutualiza-
tions and Formations of Mutual Insurance Holding
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7. Readers should refer to the full text of the accounting pronouncements and Securi-
ties and Exchange Commission (SEC) releases that are discussed in this section of
the Alert, and be alert for any additional recent developments related to the activities
of the standard-setting bodies.
8. SOP 01-5, Amendments to Specific AICPA Pronouncements for Changes Related to the
NAIC Codification, was issued subsequent to the writing of the general Audit Risk
Alert—2001/02.
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Companies and for Certain Long-Duration Participating
Contracts
SOP 01-1 Amendment to Scope of Statement of Position 95-2, 
Financial Reporting by Nonpublic Investment Part-
nerships, to Include Commodity Pools
SOP 01-2 Accounting and Reporting by Health and Welfare Benefit
Plans
SOP 01-5 Amendments to Specific AICPA Pronouncements for
Changes Related to the NAIC Codification
Audit and Accounting Audits of Investment Companies
Guide
Questions and Answers FASB Statement No. 140
Of the pronouncements and other guidance listed above, those
having particular significance to the health care industry are
briefly explained below. These summaries are for informational
purposes only and should not be relied upon as a substitute for a
complete reading of the applicable standard. 
Also, a summary of Emerging Issues Task Force (EITF) consen-
suses reached from the November 2000 meeting through the
September 2001 meeting of the FASB’s EITF can be found in the
AICPA general Audit Risk Alert—2001/02.
Governmental Health Care Organizations
As a reminder, GASB Statement No. 20, Accounting and Finan-
cial Reporting by Proprietary Funds and Other Governmental Enti-
ties That Use Proprietary Fund Accounting, clarifies how FASB
Statements affect governmental entities with business-type ac-
counting and financial reporting. Paragraph 7 of GASB State-
ment No. 20, as amended by GASB Statement No. 29, The Use of
Not-for-Profit Accounting and Financial Reporting Principles by
Governmental Entities, permits a proprietary activity to elect to
apply all FASB Statements and Interpretations issued after No-
vember 30, 1989, except for those that conflict with or contradict
GASB pronouncements. FASB Statements and Interpretations
whose provisions are limited to not-for-profit organizations
should not be applied.
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Adopting New Pronouncements for Quarterly Financial
Statements
Health care organizations that issue new bonds may find that
they are required to enter into restrictive bond covenants that re-
quire them to provide quarterly financial statements. Auditors
should consider whether management has appropriately consid-
ered these requirements when adopting new accounting pro-
nouncements.  
FASB Statement No. 141, Business Combinations
This Statement addresses financial accounting and reporting for
business combinations and supersedes APB Opinion No. 16,
Business Combinations, and FASB Statement No. 38, Accounting
for Preacquisition Contingencies of Purchased Enterprises. All busi-
ness combinations in the scope of this Statement are to be ac-
counted for using one method — the purchase method. Use of
the pooling-of-interests method is no longer permitted. The pro-
visions of this Statement apply to all business combinations initi-
ated after June 30, 2001. This Statement also applies to all
business combinations accounted for using the purchase method
for which the date of acquisition is July 1, 2001, or later. 
This Statement does not apply, however, to combinations of two
or more not-for-profit organizations, the acquisition of a not-for-
profit business entity by a not-for-profit organization, and com-
binations of two or more mutual enterprises. The accounting for
combinations between two or more not-for-profit organizations
and the acquisition of a for-profit business by a not-for-profit or-
ganization is being addressed in the FASB project on combina-
tions of not-for-profit organizations. See the related discussion
“Combinations of Not-for-Profit Organizations” in the “On the
Horizon” section of this Alert. 
FASB Statement No. 142, Goodwill and Other Intangible
Assets
Issued concurrently with FASB Statement No. 141, this State-
ment addresses financial accounting and reporting for acquired
goodwill and other intangible assets and supersedes APB Opin-
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ion No. 17, Intangible Assets. It addresses how intangible assets
that are acquired individually or with a group of other assets (but
not those acquired in a business combination) should be ac-
counted for in financial statements upon their acquisition. This
Statement also addresses how goodwill and other intangible assets
should be accounted for after they have been initially recognized
in the financial statements.
FASB Statement No. 142 changes the accounting for goodwill
from an amortization method to an impairment-only approach.
Thus, amortization of goodwill, including goodwill recorded in
past business combinations, will cease upon adoption of this
Statement.
The provisions of this Statement are required to be applied start-
ing with fiscal years beginning after December 15, 2001. Early
application is permitted for entities with fiscal years beginning
after March 15, 2001, provided that the first interim financial
statements have not previously been issued. Certain provisions of
this Statement shall be applied to goodwill and other acquired in-
tangible assets for which the acquisition date is after June 30,
2001, even if the entity has not adopted this Statement in its en-
tirety. Paragraphs 53 through 61 of the Statement provide addi-
tional transition provisions.
This Statement does not apply to previously recognized goodwill
and intangible assets acquired in a combination between not-for-
profit organizations or arising from the acquisition of a for-profit
business entity by a not-for-profit organization until interpretive
guidance relating to the application of the purchase method to
those transactions is issued. Goodwill and intangible assets ac-
quired in a combination between two or more not-for-profit or-
ganizations, or arising from the acquisition of a for-profit
business entity by a not-for-profit organization for which the ac-
quisition date is after June 30, 2001, shall continue to be ac-
counted for in accordance with ABP Opinion No. 17. The FASB
plans to consider issues related to the application of the purchase
method to combinations between not-for-profit organizations
and the acquisition of a for-profit business entity by a not-for-
profit organization in a separate project. See the related discus-
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sion “Combinations of Not-for-Profit Organizations” in the “On
the Horizon” section of this Alert.
SOP 01-5, Amendments to Specific AICPA Pronouncements for
Changes Related to the NAIC Codification
In 1999, the National Association of Insurance Commissioners
(NAIC) completed a process to codify statutory accounting prac-
tices for certain insurance enterprises. In 2001, the NAIC pub-
lished the Accounting Practices and Procedures Manual as of March
2001 (the Manual), which included modifications and additions
to the previously issued Manual (as of March 2000). Most of the
requirements of the Manual were effective for implementation on
January 1, 2001.
The AICPA has reviewed its guidance on reporting on statutory
accounting practices and in December 2001, the Accounting
Standards Executive Committee (AcSEC) issued SOP 01-5,
which modifies AICPA guidance that is affected by the codifica-
tion.
This SOP amends SOP 94-5, Disclosures of Certain Matters in the
Financial Statements of Insurance Enterprises, and requires insur-
ance enterprises to disclose, at the date each balance sheet is pre-
sented, beginning with financial statements for fiscal years ending
on or after December 15, 2001, a description of the prescribed or
permitted statutory accounting practice and the related monetary
effect on statutory surplus of using an accounting practice that
differs from either state-prescribed statutory accounting practices
or NAIC statutory accounting practices. 
Those disclosures should be made if (a) state-prescribed statutory
accounting practices differ from NAIC statutory accounting
practices or (b) permitted state statutory accounting practices dif-
fer from either state prescribed statutory accounting practices or
NAIC statutory accounting practices and the use of prescribed or
permitted statutory accounting practices (individually or in the
aggregate) results in reported statutory surplus or risk-based capi-
tal that is significantly different from the statutory surplus or risk-
based capital that would have been reported had NAIC statutory
accounting practices been followed. 
44
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This SOP includes the following auditing guidance that has been
updated as a result of the completion of the NAIC Codification:
SOP 95-5, Auditor’s Reporting on Statutory Financial Statements of
Insurance Enterprises; SOP 94-1, Inquiries of State Insurance Regu-
lators; and Auditing Interpretation No. 12, “Evaluation of the
Appropriateness of Informative Disclosures in Insurance Enter-
prises’ Financial Statements Prepared on a Statutory Basis,” of
SAS No. 62, Special Reports (AICPA, Professional Standards, vol.
1, AU sec. 9623.60–.77). The included auditing guidance has
been approved by the Auditing Standards Board (ASB). 
This SOP is effective for annual financial statements for fiscal
years ending on or after December 15, 2001, and complete sets
of interim financial statements for periods beginning on or after
that date and audits of those financial statements. If comparative
financial statements are presented for fiscal years ending before
December 15, 2001, the disclosure provisions of SOP 94-5 effec-
tive prior to this SOP apply to permitted statutory accounting
practices by the regulatory authority.
Help Desk—The NAIC has provided a Web site to enable
management and others to efficiently monitor changes to
statutory accounting. The Web site may be accessed by the
public at www.naic.org/1finance/SAPmenu.htm. The NAIC
Web site is one source for information on current develop-
ments and new requirements in statutory accounting. 
GASB Pronouncements
Two new GASB statements were issued since the writing of last
year’s Alert. They are briefly explained below. For information on
GASB accounting standards, including standards issued subse-
quent to the writing of this Alert, please refer to the GASB Web
site at www.gasb.org. Also, if you visit the GASB Web site, you
will see an area that is devoted to implementation of GASB State-
ment No. 34, Financial Statements—and Management’s Discussion
and Analysis—for State and Local Governments. You may also look
for announcements of newly issued standards in the CPA Letter
and Journal of Accountancy.
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GASB Statement No. 37, Basic Financial Statements—and
Management’s Discussion and Analysis—for State and Local
Governments: Omnibus
This Statement, among other matters, clarifies certain provisions
of GASB Statement No. 34 regarding what topics should be cov-
ered in Management’s Discussion and Analysis (MD&A), and
modifies the requirements of GASB Statement No. 34 to change
the minimum level of detail required for business-type activities
in the statement of activities from segments to different identifi-
able activities.
The provisions of this Statement should be implemented simul-
taneously with GASB Statement No. 34. For governments that
have implemented GASB Statement No. 34 prior to the issuance
of this Statement, this Statement’s requirements are effective for
financial statements for periods beginning after June 15, 2000. 
GASB Statement No. 38, Certain Financial Statement Note
Disclosures
This Statement modifies, establishes, and rescinds certain finan-
cial statement disclosure requirements. Among other matters, it
establishes and modifies disclosure requirements related to the
summary of significant accounting policies, actions taken to ad-
dress violations of finance-related legal and contractual provi-
sions, debt and lease obligations, short-term debt, disaggregation
of receivable and payable balances, and interfund balances and
transfers. The provisions of this Statement generally are effective
when implementation of the provisions of GASB Statement No.
34 is required. Earlier application is encouraged. However, cer-
tain paragraphs should be implemented only if GASB Statement
No. 34 has also been implemented.
Derivatives and Hedging Activities
Health care organizations that make significant use of derivative
instruments as part of their financial strategies may be particu-
larly affected by FASB Statement No. 133, Accounting for Deriva-
tive Instruments and Hedging Activities, as amended. Additionally,
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health care organizations may have derivatives embedded in other
contracts such as investment securities or debt issues.
FASB Statement No. 133 establishes accounting and reporting
standards for derivative instruments, including certain derivative
instruments embedded in other contracts (collectively referred to
as derivatives), and for hedging activities. 
Not-for-Profit Health Care Organizations
FASB Statement No. 133 (paragraph 43) includes certain provi-
sions regarding accounting by not-for-profit organizations and
other entities that do not report earnings.
An entity that does not report earnings as a separate caption in a
statement of financial performance (for example, a not-for-profit
organization or a defined benefit pension plan) shall recognize
the gain or loss on a hedging instrument and a nonhedging deriv-
ative instrument as a change in net assets in the period of change
unless the hedging instrument is designated as a hedge of the for-
eign currency exposure of a net investment in a foreign operation.
In that case, the provisions of paragraph 42 of FASB Statement
No. 133 shall be applied. Entities that do not report earnings
shall recognize the changes in the carrying amount of the hedged
item pursuant to paragraph 22 in a fair value hedge as a change in
net assets in the period of change. Those entities are not permit-
ted to use cash flow hedge accounting because they do not report
earnings separately. Consistent with the provisions of FASB
Statement No. 117, Financial Statements of Not-for-Profit Organi-
zations, FASB Statement No. 133 does not prescribe how a not-
for-profit organization should determine the components of an
operating measure, if one is presented.
AcSEC is undertaking a project to develop guidance related to
the accounting for derivative instruments by not-for-profit health
care organizations. The guidance would address how not-for-
profit health care organizations should report gains or losses on
hedging and nonhedging derivative instruments under FASB
Statement No. 133, and clarifies certain matters with respect to
the performance indicator (measure of operations) reported by
such organizations. To the extent that such guidance is devel-
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oped, it would be issued in the form of an SOP. Additional infor-
mation on AcSEC projects is available on the AICPA Web site at
www.aicpa.org. 
Also, the footnote to paragraph 10.18 in the Audit and Account-
ing Guide Health Care Organizations, stating that not-for-profit
health care organizations that have early-adopted FASB State-
ment No. 133 should also report unrealized gains and losses on
derivatives that do not qualify as a fair value hedge under FASB
Statement No. 133, except for the effect of changes in interest ac-
cruals, separate from the performance indicator, has been deleted
from the May 2001 edition of the Guide.
FASB Statement No. 138 Amendments
FASB Statement No. 133 was amended as a result of the issuance
of FASB Statement No. 138, Accounting for Certain Derivative In-
struments and Certain Hedging Activities. FASB Statement No.
138 addresses a limited number of issues causing implementation
difficulties for numerous entities that apply FASB Statement No.
133. 
Not-for-profit and governmental health care organizations that
are tax-exempt debt issuers may use swaps whose underlying is
the Bond Market Association Municipal Swap Index (BMA
Index). FASB Statement No. 138 limits application of the short-
cut method of accounting for hedging relationships to swaps that
reference U.S. Treasury rates or London Interbank Offered Rate
(LIBOR) as the underlying. See paragraph 17 in appendix A of
FASB Statement No. 138, which among other matters, notes that
the BMA Index is not a benchmark interest rate for purposes of
applying the shortcut method.
FASB Statement No. 138 also amends FASB Statement No. 133
for decisions made by the FASB relating to the Derivatives Im-
plementation Group (DIG) process. The DIG is a task force that
the FASB established to assist the FASB in answering questions
that companies will face when they begin implementing FASB
Statement No. 133. Certain decisions arising from the DIG
process that required specific amendments to FASB Statement
No. 133 are incorporated into FASB Statement No. 138. Issues
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addressed by the DIG can be found on the FASB Web site at
www.fasb.org.
Readers should refer to the full text of FASB Statement No. 133,
as amended, when considering accounting and reporting issues
related to derivative instruments and hedging activities.
Auditing Derivatives
SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities, provides guidance for auditors in
planning and performing auditing procedures for financial state-
ment assertions about derivative instruments, hedging activities,
and investments in securities. The guidance in the SAS applies to
(1) derivative instruments, as defined by FASB Statement No.
133, (2) hedging activities in which the entity designates a deriv-
ative or a nonderivative financial instrument as a hedge of expo-
sure for which FASB Statement No. 133 permits hedge
accounting, and (3) debt and equity securities, as those terms are
defined in FASB Statement No. 115, Accounting for Certain In-
vestments in Debt and Equity Securities. Matters addressed by SAS
No. 92 include:
• The need for special skills or knowledge
• Consideration of audit risk and materiality
• Designing substantive procedures based on risk assessment 
SAS No. 92 also discusses hedging activities and management
representation issues. 
An Audit Guide to complement the SAS has been issued by the
ASB. The Guide provides practical guidance for implementing
the SAS on all types of audit engagements. The objective of the
Audit Guide is both to explain SAS No. 92, and to provide prac-
tical illustrations through the use of case studies. 
Securities Lending Transactions
Health care organizations that make use of securities lending
agreements may not have appropriately accounted for these
agreements. Paragraphs 61 through 65 in Appendix A of FASB
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Statement No. 140, Accounting for Transfers and Servicing of Fi-
nancial Assets and Extinguishments of Liabilities, provide imple-
mentation guidance for securities lending transactions. This
implementation guidance reflects changes to the implementation
guidance for securities lending transactions that was provided in
paragraphs 91 through 95 in FASB Statement No. 125, Account-
ing for Transfers and Servicing of Financial Assets and Extinguish-
ments of Liabilities. These changes were made to reflect changes in
the accounting for collateral in paragraph 15 of FASB Statement
No. 140. 
Municipal Securities Disclosure
Issuers of municipal bonds, including not-for-profit health care
organizations that are conduit issuers of municipal bonds, are ex-
empt from the registration and reporting requirements of the fed-
eral securities laws. However, they are not exempt from the
antifraud provisions of the federal securities laws, which forbid
making misleading statements in or omitting material facts from
disclosures made in official statements and annual financial fil-
ings and other statements speaking to the market. The antifraud
provisions of the federal securities laws state in essence that no
entity can make any untrue statement of a material fact or omit
to state a material fact necessary to make something said not mis-
leading, in connection with the initial offering or subsequent
trading of a security. The focus of the law is on the information
given to investors to make an investment decision. 
The antifraud provisions apply to a municipal issuer whenever it
releases information to the public that is reasonably expected to
reach investors and the trading markets. If a statement is made
reaching markets or investors, the antifraud provisions apply re-
gardless of whether the statement is on paper or delivered elec-
tronically. The SEC Interpretive Release Use of Electronic Media
provides interpretive guidance to corporate and municipal issuers
on how securities fraud laws apply to such matters as the elec-
tronic delivery of documents and electronic disclosures.
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The principal sources of SEC guidance on the operation of the
municipal disclosure framework and application of the antifraud
provisions are:
1. SEC releases. In March 1994, the SEC issued the Interpre-
tive Release Statement of the Commission Regarding Disclo-
sure Obligations of Municipal Securities Issuers and Others,
which reviews numerous municipal disclosure practices
needing improvement in light of the antifraud provisions.
In November 1994, the SEC issued Secondary Market Dis-
closure, an amendment to Rule 15c2-12. This Release re-
quires that in addition to requiring municipal securities
dealers to obtain a contractual commitment from issuers to
receive and distribute an official statement when bonds are
initially issued, municipal securities dealers must also con-
tract with issuers for them to continue to provide continu-
ing disclosures at certain times thereafter for the life of the
bond issue. Continuing disclosure, or secondary market
disclosure requirements, are made by issuers providing to
nationally recognized municipal securities information
repositories (NRMSIRs) and state information deposito-
ries (SIDs) (a) annual continuing disclosure documents
and (b) material events notices. Annual continuing disclo-
sure documents are financial information, including au-
dited financial statements that are provided annually.
Material events notices are required for 11 specific events
with respect to municipal securities, such as principal and
interest payment delinquencies and nonpayment-related
defaults. Material event notices are provided through a
press release or other written notification on an “as
needed” basis and do not involve financial statements.
2. SEC enforcement actions in the municipal sector involving the
antifraud provisions. Additional information on SEC en-
forcement actions is available on the SEC Web site at
www.sec.gov.
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On the Horizon
Auditors should keep abreast of auditing and accounting devel-
opments and upcoming guidance that may effect their engage-
ments. The AICPA general Audit Risk Alert—2001/02 (product
no. 022280kk) summarizes some of the ongoing projects and ex-
posure drafts outstanding. The Audit Risk Alert State and Local
Governmental Developments—2001 (product no. 022269kk) pro-
vides brief information about some of the GASB’s projects. Pre-
sented in this section of the Alert is brief information about
certain ongoing projects and exposure drafts that are especially
relevant to the health care industry. Remember that exposure
drafts are nonauthoritative and cannot be used as a basis for
changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding expo-
sure drafts, including downloading a copy of the exposure draft.
These Web sites contain more in-depth information and updates
about proposed standards and ongoing projects.
Standard-Setting Body Web Site
AICPA Auditing www.aicpa.org/members/div/auditstd/drafts.htm
Standards Board
AICPA Accounting Stand- www.aicpa.org/members/div/acctstd/edo/index.htm
ards Executive Committee
Financial Accounting www.rutgers.edu/Accounting/raw/fasb/draft/
Standards Board draftpg.html
Governmental Accounting www.gasb.org/tech/techpg.html
Standards Board
Professional Ethics www.aicpa.org/members/div/ethics/index.htm
Executive Committee
Help Desk—The AICPA’s standard-setting committees are
now publishing exposure drafts of proposed professional stan-
dards exclusively on the AICPA Web site. The AICPA will no-
tify interested parties by e-mail about new exposure drafts. To
have your e-mail address put on the notification list for all
AICPA exposure drafts, send your e-mail address to mem-
sat@aicpa.org. Indicate “exposure draft email list” in the sub-
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ject header field to help process your submission more effi-
ciently. Include your full name, mailing address and, if avail-
able, your membership and subscriber number in the message.
New Framework for the Audit Process
The ASB is reviewing the auditor’s consideration of the risk as-
sessment process in the auditing standards, including the neces-
sary understanding of the client’s business and the relationships
among inherent, control, fraud, and other risks. The ASB expects
to issue a series of exposure drafts in 2002. Some participants in
the process expect the final standards to have an effect on the
conduct of audits that has not been seen since the “Expectation
Gap” standards were issued in 1988. 
Some of the more important changes to the standards that are ex-
pected to be proposed are:
• A requirement for a more robust understanding of the en-
tity’s business and environment that is more clearly linked
to the assessment of the risk of material misstatement of
the financial statements. Among other things, this will im-
prove the auditor’s assessment of inherent risk and elimi-
nate the “default” to assess inherent risk at the maximum.
• An increased emphasis on the importance of entity con-
trols with clearer guidance on what constitutes a sufficient
knowledge of controls to plan the audit. 
• A clarification of how the auditor may obtain evidence
about the effectiveness of controls in obtaining an under-
standing of controls.
• A clarification of how the auditor plans and performs au-
diting procedures differently for higher and lower assessed
risks of material misstatement at the assertion level while
retaining a “safety net” of procedures.
These changes collectively are intended to improve the guidance
on how the auditor operationalizes the audit risk model.
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You should keep abreast of the status of these projects and pro-
jected exposure drafts, inasmuch as they will substantially affect
the audit process. More information can be obtained on the
AICPA’s Web site at www.aicpa.org.
Combinations of Not-for-Profit Organizations
The FASB has a project to develop guidance on accounting and
reporting for combinations of not-for-profit organizations. The
scope of the project includes:
• Combinations between two or more not-for-profit organi-
zations. 
• Acquisition of a for-profit business enterprise by a not-for-
profit organization. 
As a result of this project, FASB Statement No. 141, Business
Combinations, excludes combinations between not-for-profit or-
ganizations and acquisitions of a for-profit business by a not-for-
profit organization from its scope. Also, the FASB has delayed the
effective date of FASB Statement No. 142, Goodwill and Other
Intangible Assets, as it applies to combinations of not-for-profit
organizations until the FASB addresses issues related to such
combinations. See the related discussions of FASB Statements
No.141 and No. 142 in “AICPA and FASB Pronouncements” in
the “Accounting Pronouncements and Guidance Update” section
of this Alert. 
GASB Exposure Draft, The Financial Reporting Entity—Affiliated
Organizations
This revised exposure draft would amend GASB Statement No.
14, The Financial Reporting Entity, and provide additional guid-
ance to determine if an affiliated organization is a component
unit of a financial reporting entity. Examples of affiliated organi-
zations may include certain foundations and other not-for-profit
groups associated with hospitals and other governmental entities.
Entities that are legally separate, tax-exempt organizations affili-
ated with a primary government and that meet each of three
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specified criteria would be discretely presented within the finan-
cial reporting entity.
Exposure Draft on Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment
AcSEC has issued an exposure draft of a proposed SOP titled Ac-
counting for Certain Costs and Activities Related to Property, Plant,
and Equipment. The proposed SOP would apply to all non-
governmental entities, including not-for-profit organizations and
regulated entities. Among other matters, this proposed SOP
would amend the Audit and Accounting Guide Health Care Or-
ganizations as follows:
• Replace the third sentence of paragraph 14.33 with the fol-
lowing:
However, costs of acquiring initial continuing-care con-
tracts that are within the scope of SOP 02-X, Accounting
for Certain Costs and Activities Related to Property, Plant,
and Equipment, should be expensed or capitalized in ac-
cordance with that SOP.
• Delete the last sentence of paragraph 14.33.
• Replace footnote 2 to paragraph 14.33 with the following:
Although SOP 90-8, Financial Accounting and Reporting
by Continuing Care Retirement Communities, is super-
seded with the issuance of this Audit and Accounting
Guide, its provisions have been adopted in this chapter.
• Delete the second sentence of the “Property and equip-
ment” paragraph of footnote 2 in the Sample Not-for-
Profit Health Maintenance Organization illustrative
financial statements.
Concurrent with the issuance of this exposure draft, the FASB is-
sued an exposure draft of a proposed Statement of Financial Ac-
counting Standards, Accounting in Interim and Annual Financial
Statements for Certain Costs and Activities Related to Property,
Plant, and Equipment. 
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Resource Central
Education courses, Web sites, publications, and other resources
available to CPAs
On the Bookshelf
The following publications deliver valuable guidance and practi-
cal assistance as potent tools to be used on your engagements.
• Checklist and Illustrative Financial Statements for Health
Care Organizations, a nonauthoritative financial account-
ing and reporting practice aid for preparers or reviewers of
financial statements of health care organizations (product
no. 008775kk). 
• Audit Guide Auditing Derivative Instruments, Hedging 
Activities, and Investments in Securities (product no.
012520kk).
• Audit Guide Audit Sampling (product no. 012530kk).
• Audit Guide Analytical Procedures (product no.
012551kk).
• Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk).
• Accounting Trends and Techniques—2001 (product no.
009893kk).
• Practice Aid Considering Fraud in a Financial Statement
Audit: Practical Guidance for Applying SAS No. 82 (product
no. 008883kk).
Audit and Accounting Manual
The Audit and Accounting Manual (product no. 005131kk) is a
valuable nonauthoritative practice tool designed to provide assis-
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs; auditors’ reports; checklists; engagement letters,
management representation letters, and confirmation letters. 
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CD-ROM
The AICPA is currently offering a CD-ROM product titled 
reSource: AICPA’s Accounting and Auditing Literature. This CD-
ROM enables subscription access to the following AICPA Profes-
sional Literature products in a Windows format: Professional
Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you
need and includes hypertext links to references within and be-
tween all products.
Technical Practice Aids
AICPA Technical Practice Aids includes questions received by the
AICPA Technical Hotline on various subjects and the responses
to those questions. Section 6400 of Technical Practice Aids in-
cludes questions and answers specifically pertaining to health care
organizations. Technical Practice Aids is available both as a sub-
scription service (product no. G01013kk) and in paperback form
(product no. 005059kk). 
Education Courses
The AICPA has developed a number of continuing professional
education courses that are valuable to CPAs working in the health
care industry. Those courses include: 
• The AICPA’s Annual Accounting and Auditing Workshop
(product no. 737061kk (text) and 187078kk (video)).
Whether you are in industry or public practice, this course
keeps you current, informed, and shows you how to apply
the most recent standards.
• Managed Care Issues: What the CPA Needs to Know (prod-
uct no. 730082kk). This course gives you a complete and
insightful guide to capitation, integrated delivery systems,
and many other complex issues arising as a result of rapid
changes in the health care market. 
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• SFAS 133: Derivative and Hedge Accounting (product no.
735180kk). This course helps you understand GAAP for
derivatives and hedging activities. Also, you will learn how
to identify effective and ineffective hedges.
• Independence (product no. 739035kk). This new interac-
tive CD-ROM course will review the AICPA authoritative
literature covering independence standards (including the
newly issued SECPS independence requirements), SEC
regulations on independence, and Independence Standards
Board standards. 
• SEC Reporting (product no. 736745kk). This course will
help the practicing CPA and corporate financial officer
learn to apply SEC reporting requirements. It clarifies the
more important and difficult disclosure requirements.
• Internal Control Implications in a Computer Environment
(product no. 730617kk). This practical course analyzes the
effects of electronic technology on internal controls and
provides a comprehensive examination of selected com-
puter environments, from traditional mainframes to popu-
lar personal computer set-ups. 
Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An
annual fee ($95 for members and $295 for nonmembers) will
offer unlimited access to over 1,000 hours of online CPE in one-
and two-hour segments. Register today at infobytes.aicpaser-
vices.org.
CPE CD-ROM
The Practitioner’s Update (product no. 738110kk) CD-ROM
helps you keep on top of the latest standards. Issued twice a year,
this cutting-edge course focuses primarily on new pronounce-
ments that will become effective during the upcoming audit
cycle.
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National Health Care Industry Conference
The AICPA National Health Care Industry Conference, devel-
oped in cooperation with the Healthcare Financial Management
Association, is designed to update auditors and health care finan-
cial executives on significant accounting, legal, financial, and tax
developments affecting the health care industry. Information on
the conference can be obtained by calling (888) 777-7077, or go
online at www.cpa2biz.com.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions call the
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser-
vices. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA Professional Ethics Team answer in-
quiries concerning independence and other behavioral issues re-
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Web Sites 
AICPA Online
AICPA Online offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA online
informs you of developments in the accounting and auditing
world as well as developments in congressional and political af-
fairs affecting CPAs. In addition, AICPA Online offers informa-
tion about AICPA products and services, career resources, and
online publications.
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CPA2Biz 
This new Web entity is the product of an independently incorpo-
rated joint venture between the AICPA and state societies. It cur-
rently offers a broad array of traditional and new products,
services, communities, and capabilities so CPAs can better serve
their clients and employers. Because it functions as a gateway to
various professional and commercial online resources,
cpa2biz.com is considered a Web “portal.”
Some features cpa2biz.com provides or will provide include:
• Online access to AICPA products including Audit and Ac-
counting Guides and Audit Risk Alerts
• News feeds each user can customize
• CPA “communities”
• Online CPE
• Web site development and hosting
• Electronic procurement tools to buy goods and services
online
• Electronic recruitment tools to attract potential employees
online
• Links to a wider variety of professional literature
• Advanced professional research tools
Other Helpful Web Sites 
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services of-
fered by a number of organizations. Some of those organizations
are listed in the “Information Sources” table at the end of this
Alert. 
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This Audit Risk Alert replaces the Health Care Industry Develop-
ments—2000/01 Audit Risk Alert. The Health Care Industry De-
velopments Audit Risk Alert is published annually. As you
encounter audit or industry issues that you believe warrant dis-
cussion in next year’s Alert, please feel free to share them with us.
Any other comments that you have about the Alert would also be
appreciated. You may e-mail these comments to
mkasica@aicpa.org or write to: 
Maryann Kasica, CPA
AICPA 
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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INFORMATION SOURCES
Some Web sites that may provide information to auditors are
listed in the following table.
Name of Site Content Internet Address
American Institute of
Certified Public Ac-
countants (AICPA)
Financial Accounting
Standards Board (FASB)
General Accounting Of-
fice (GAO)
Governmental Account-
ing Standards Board
(GASB)
Healthcare Financial
Management Associa-
tion (HFMA)
Centers for Medicare
and Medicaid Services
(CMS) (formerly the
Health Care Financing
Administration)
IRS Information for
Tax-Exempt Organiza-
tions
Municipal Securities
Rulemaking Board
(MSRB)
National Association of
Insurance Commission-
ers (NAIC)
Information for CPAs on
accounting, auditing, in-
dustry activities, the ac-
tivities of the AICPA,
and other matters
Information on the activ-
ities of this standard-set-
ting body
Policy and guidance ma-
terials, reports on federal
agency major rules
Information on the activ-
ities of this standard-set-
ting body
HFMA information
CMS information and
literature
Information and answers
to frequently asked ques-
tions regarding tax-ex-
empt organizations
MSRB information
NAIC information and
publications
www.aicpa.org
www.fasb.org
www.gao.gov
www.gasb.org
www.hfma.org
www.hcfa.gov
www.irs.ustreas.gov/prod
/bus_info/eo
www.msrb.org
www.naic.org
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National Federation of
Municipal Analysts
(NFMA)
U.S. Department of
Health and Human 
Services (HHS)
U.S. Office of Manage-
ment and Budget
(OMB)
U.S. Securities and 
Exchange Commission
(SEC)
NFMA information 
HHS information and
literature
OMB information and
literature
SEC information and lit-
erature and EDGAR
database
www.nfma.org
www.hhs.gov
www.dhhs.gov
www.whitehouse.gov/O
MB/
www.sec.gov
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